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UNITED STATES GENERAL ACCOUNTING OFFICE
WASHINGTON, D.C. 20548

PROCUREMENT AND SYSTEMS
ACQUISITION DIVISION

B-168450 OCTOBER 24, 1979

The Honorable Harold Brown f
The Secretary of Defense IgI

Attention: Assistant for Audit Reports
Room 3A336
ASD (Comptroller)

110662
Dear Mr. Secretary:

Subject: The ir Force Should Recover Excess
Costs of Prior F-15 Contracts and Take
Action to Save Costs on Future F-15
Contracts (PSAD-80-4)

In reviewing production material costs proposed by the
McDonnell Douglas Corporation, St. Louis, Missouri, we
found that the target cost of contract F33657-77-C-0200 is
overstated by about $2.4 million because the contractor did
not use current, accurate, and complete cost or pricing data
to negotiate production material costs. Also, since the
contractor's profit was added to this overstatement, about
$2.7 million excess cost to the Government will result.

This fixed-price incentive contract, a fiscal year 1977
year buy awarded by the Air Force Aeronautical Systems Divi-
sion in March 1977, provides for the production of 108 F-15
and TF-15 aircraft, program management, and engineering and
management data at a negotiated target price of $789,053,670.

The review was made as a part of our continuing effort
to examine the reasonableness of negotiated noncompetitive
contract prices. Our objective was to determine whether the
production material costs proposed and accepted were reason-
able, based on current, accurate, and complete cost or pricing
data available to the contractor at the time of negotiations,
as required by Public Law 87-653. We previously reviewed an
F-15 contract for this purpose. We reported 1/ that contract

1/PSAD-79-23, Jan. 26, 1979. (950536)
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F-33657-76-C-0100 (fiscal year 1976 buy) was overpriced by
about $5.2 million because the cost or pricing data used to
support production material cost was not accurate, current,
and complete.

We reviewed pertinent documents and held discussions
with contractor personnel, including the contract negotiators,
at McDonnell Douglas' St. Louis plant. We also reviewed
work by the Air Force's contracting officer and price ana-
lyst. We held discussions with Defense Contract Audit Agency
officials and reviewed their work. These officials said
they had scheduled this contract for a defective pricing
review, but the work instead would be limited to contractor-
furnished equipment.

BACKGROUND

Contract negotiations were held from November 19, 1976,
through January 31, 1977. McDonnell Douglas certified the
cost or pricing data to be accurate, current, and complete
as of January 31, 1977. The negotiated target values and
other pertinent pricing factors negotiated are:

Target cost $702,200,920
Target profit (note a) 86,852,750
Target price 789,053,670
Ceiling price (note b) 877,751,150
Incentive sharing ratio 80 to 20

a/12.3 percent of cost.
b/125 percent of cost.

PRODUCTION MATERIAL

Production material is required for fabrication and
assembly of the aircraft and is grouped by the contractor as:

Class 1 Raw material, sheet, plate, bar,
rod, billet, wire, cable, etc.

Class 2 Standard purchased parts.

Class 3 Designed purchased parts.

Class 7 Forgings, castings, extrusions,
and special alloys, including
titanium and boron composites.
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Class 0 Pan stock--includes various types
of fasteners and other mate-
rials of small value that are not
inventory controlled.

Miscellaneous Material required for miscellaneous
job allocations.

For contract F33657-77-C-0200, the contractor proposed and
the Air Force accepted $87,749,244 for production material
cost, based on historical cost data escalated for inflation.
The table below summarizes how the contractor arrived at
the proposed production material cost.

Contractor-Proposed Production Material Cost

Classes of production material
Classes

Class 1. 2 & 3 Class 7 Total

Cost based on cost of
prior production
aircraft (note a) $37,219 $ 92,666 $367,213 $ 497,098

Economic adjustment
factors 1.423 1.150 1.297

52,963 106,566 476,275 635,804
Usage factors

(note b) 1.284 1.091 1.110
Total 68,004 116,264 528,665

Pan stock at
16 percent 10,881 - 84,586

Total $78,885 $116,264 $613,251 808,400

Miscellaneous material escalated
($3,200 x 1.279) ($635,804 - 497,098 = 1.279) 4,093

Production material per aircraft 812,493
Aircraft quantity 108

Total production material cost
proposed for FY 1977 $87,749,244

a/These costs represent the cost of material required, based
on engineering drawing requirements.

b/Since the base cost reflects only engineering drawing
requirements, usage factors were added to project the cost
of total requirements. Usage represents a manufacturing
allowance for items such as scrap, which results from
converting material required based on engineering drawings
to material required to manufacture a usable part.
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Because the raw material cost was based on a previously
manufactured aircraft production cost, the contractor adjusted
this cost to reflect economic changes. To do this, the contrac-
tor compared the prices of a sample of 112 high-dollar value
items of material used to manufacture a representative aircraft
(aircraft number 113) with the anticipated prices for the same
items of material required to manufacture aircraft under con-
tract -0200. From this data, economic adjustment factors,
representing increases or decreases in the prices, were com-
puted and applied to the total production material cost in-
curred on the base aircraft. The anticipated prices used to
compute the adjustment factor were compiled by the contractor
on May 5, 1976, about 9 months prior to completing the con-
tract negotiations on January 31, 1977. These prices consis-
ted primarily of buyers' estimates, vendors' quotations, and
purchase order values. The contractor did not update this
pricing data during the 9-month interim from May 1976 through
January 1977. Because the contractor did not update its
pricing data, costs proposed and accepted for production
material were overstated.

Our computation of
production material cost

To determine the reasonableness of production material
costs negotiated by the contractor and to determine if the
most current, accurate, and complete pricing data was used
to arrive at the amount negotiated, we:

-- Analyzed the 179 purchase orders on which
the 112 items included in the contractors
sample were procured and calculated the
weighted average price of each item. (This
analysis is shown in detail in exhibit A.)

--Calculated adjustment factors to reflect price
increases or decreases by using the same
methodology as the contractor but using the
prices developed on exhibit A. (These calcula-
tions are shown in exhibit B.)

--Computed the production material cost applic-
able to contract -0200 using the adjustment
factors developed on exhibit B and compared this
amount with the amount proposed by the contractor
and accepted by the Air Force. (These computa-
tions are shown in the following table.)
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Our Computation of Production Material Co-st

Classes of production material
Classes

Class 1 2 & 3 Class 7 Total
Cost based on cost of
prior productioni
aircraft $37,219 $ 92,666 $367,213 $ 497,098

Economic adjustment
factors (from
exhibit B) 1.261 1.032 1.294

Total 46,933 95,631 475,174 617,738
Usage factors 1.284 1.091 1.110

Total 60,262 104,333 527,443 692,038
Pan stock at

16 percent 9,642 - 84,391 94,033
Total $69,904 $104,333 $611,834 786,071

Miscellaneous material escalated
($3,200 x 1.243) ($617,738 + $49'7,098 = 1.243) 3,978

Production material per aircraft 790,049
Aircraft quantity 108

Total production material cost
computed by us 85,325,292

Total production material cost
proposed by contractor 87,749,244

Difference (production material overstated) $ 2,423,952

McDonnell Douglas did not use current data to update the
cost of all sample items; therefore, incorrect economic adjust-
ment factors were used to compute the estimated cost of pro-
duction material. Our analysis of 179 purchase orders on
exhibit A disclosed that 94.4 percent of the orders contained
firm-fixed prices or maximum prices prior to January 31, 1977,
and most of these prices were firm before October 1976. The
price of only one item was as late'as January 25, 1977. Had
appropriate factors been used, there would have been a reason-
able basis to reduce the estimated production material costs
by about $2,423,952. (See exhibit A.)

This overstatement will result in an excess cost to the
Government of about $2,722,098 as shown on the following page.
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Excess cost to the Government

Production material cost overstated a/$2,423,952
Target profit: 12.3% of $2,423,952 298,146

Total $2,722,098

a/We assume by this figure that the initial target cost is
not exceeded or underrun. As of April 30, 1979, the con-
tractor projected that the contract cost was on target.

CONTRACTOR AND AGENCY COMMENTS

The contractor was unable to comment on our findings in
the 32 days allowed but said an investigation is being con-
ducted.

The Aeronautical Systems Division, Air Force Systems
Command, agreed with our findings and stated actions would
be taken to recover any overpricing.

CONCLUSIONS AND RECOMMENDATIONS

In our opinion, the target cost for F-15 contract
F33657-77-C-0200 is overstated by about $2.4 million because

(the contractor did not use current, accurate, and complete
cost or pricing data for negotiated production material cost.
Also, because the contractor's profit was added to this over-
statement, this will result in about $2.7 million excess
cost to the Government, depending on whether the target is
underrun or overrun. )

We recommend that you take action to assure that the
Aeronautical Systems Division considers the information pre-
sented, including any other information, and determine if
the Government is entitled to a price adjustment.

As previously stated, this is the second review of F-15
production contracts. Each review has shown that the cost
proposed for production material was not based on current,
accurate, and complete cost or pricing data. Also, the
methodology used to propose production material cost in these
contracts was the same. We have also determined that pro-
duction materials cost proposed for the follow-on (fiscal
year 1978) buy of F-15 aircraft was proposed using the same
method.

6



B-168450

Accordingly, we recommend that you assure that the
Aeronautical Systems Division reviews production material
costs proposed by the contractor and accepted by the Air
Force for the fiscal year 1978 acquisition to determine
whether adjustment of the contract price is appropriate.

We are sending copies of this letter to the President
of McDonnell Douglas Corporation; the Director, Office of
Management and Budget; the Secretary of the Air Force; the
Commander, Aeronautical Systems Division, Air Force Systems
Command; and the Director, Defense Contract Audit Agency.
We are also sending copies to the chairmen of the House Com-
mittees on Appropriations, Armed Services, and Government
Operations and the Senate Committees on Appropriations, Armed
Services, and Governmental Affairs.

As you know, section 236 of the Legislative Reorganiza-
tion Act of 1970 requires the head of a Federal agency to
submit a written statement on actions taken on our recom-
mendations to the House Committee on Government Operations
and the Senate Committee on Governmental Affairs not later
than 60 days after the date of the report and to the House
and Senate Committees on Appropriations with the agency's
first request for appropriations made more than 60 days after
the date of the report.

We would appreciate receiving your comments on this
report and would be happy to discuss any questions that you
may have.

Si erely yours,

J. H. Stolarow
Director
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